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more benetits to those consumers than for the other segments where competition is relatively

stronger.

V. BELLSOL1H HAs THE POTE:"ll1AL TO HAVE Low lNCRE~E:-iTALCOSTS

29. There are functions for which economies of scope would potentially strengthen

BellSouth·s prospects for success when it enters the interexchange market. These economies

might enable it to challenge the Big Three mterexchange carriers more effectively than small

carriers and resellers have to date. Absent legal and regulatory restrictions, such potential

economies exist for at least the following functions:

• Cenain transmission facilities

• Sales and marketing

• Customer care

• Billing.

Such economies of scope could conserve on the economy's scarce resources and benefit con

sumers. Nevenheless, Section 272 of the Telecommunications Act and the FCC rules

implementing the Act require BellSouth to operate largely as a separate, anns.length subsidiary

for at least three years; and the FCC could extend the requirement beyond that period. Thus.

the principal permissible joint activities are sales, sales support systems, and customer support.

The separate subsidiary restriction may tend to postpone the time when competitive forces will

detennine whether vertically integrated or non-vertically integrated carriers are the most

effective and efficient means of serving customers.

VI. BILLSoUTB'S MAIuaT POSmON

30. There is evideDce about the market credibility oflocal excbaDge carriers such as

BellSouth. C/J Research condUded a survey in January, 1996. The survey called Cbmm-Trac

asked residence customers about their satisfaction with companies providing long-distance

service, local telephone service, cellular service. aDd cable TV service. The most relevant data

compare customers' opinions of the current long-distance companies with local exchange
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earners. The survey found that local exchange carners met or exceeded expectatlons for 85.-+

percent of respondents. whereas long distance carriers did so for 91.1 percent. To put these

tigures tn perspective. cable TV companies met or exceeded expectations for only 67.3 percent

of respondents. Thus. although satisfaction with the long distance camers is slightly higher

than it IS With local exchange camers. satisfaction with both is high. and the difference in

satisfaction between long distance carriers and local carriers is small relative to the difference in

satisfaction berv.'een either of these types of carriers and the cable companies. The survey also

asked respondents whether they would change their carrier when a new company begins

offering service. The result is that 12.8 percent of residence customers say they would either

definitely or probably switch long-distance camer, while 1S.6 percent say they would definitely

or probably switch local exchange camero This small difference between the two markets

contrasts with the large difference between either of those two markets and the cable TV

market: for the latter market 37.0 percent said that they would definitely or probably switch.•

31. The Yankee Group conducted a similar study among consumers and found similar

levels of satisfaction with the three kinds of carriers as the Comm-Trac survey did. The Yankee

Group found that 89 percent of consumers rated the services of long distance carriers as good 01

excellent; 85 percent of them rated local exchange carrier services at that level: and just 61

percent rated the services of cable TV companies at that level.33 The data indicate high

satisfaction with local exchange carriers in general as service providers. The Yankee Group

updated its study in 1996, and the update shows results for individual RBOCs. To help add to

the infonnation from the p~ous Yankee Group stUay, Table 4 repons results for more

detailed questions; I show the percentage of customers who rate a carrier as excellent; and I

compare ratings of BellSouthwith interexchange carriers and cable companies:
34

IJ The Yankee Group, "lXCs versus RBOCs: The Bllde ohbe Cemury" (December, 199~), p. 33. The ~rc a~

rmds raanlS of 76 peta1l1 for eledric complllics ad 10 percerd for cellular cmien.

)4 The Yankee Group, "The 1996 TAF Survey: lmptie:atioas {or C01lVerpace" (1996), p.14: also detailed d.ua

obtaiDed direc:tJy from The YIDkee Group.
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11.5
\5.6
11.2
10.5
6.3
8,3
8.7
7.5

Cable TV
25.1
25.5
21.1
21.0
18.3
26.2
24.4
23.4

26.6
27.0
26.6
23.4
15.5
21.7
22.1
22.1

8ellSouth

Table 4
Percentage of Households Raring Camer as Excellent

lnterexcha.,ge
CarnersSubject

ProfesslOnal and Couneous Personnel
Accurate and Easy-to-(jnderstand Bills
Timely Resolutlon of Problems
Quick Access to Customer Service
Value for the Money
High-Quality Transmission
Trustworthiness
Deserving of Loyalty

For most measures. BellSouth's ratings are close to those of the interexchange carriers. and

some even exceed those of the interexchange carriers. Again. the cable TV companies lag far

behind.

32. A survey by roCILlNK yields similar infonnation. In its 1995 Home Media Consumer

Survey, the research fmn asked U.S. households to rate their long distance company, local

telephone company, and cable TV company.JS Table 5 shows the results for BeUSouthand

interexchange carriers:

80
81

76
77

BeUSouth

Table 5
Percentale of Housebolds RaUl Carrier u Very Good or Good·

Interexchange
CarriersSubject

Customer Service
Service Reliability and Product Quality

33. Again. the differences between BellSouth and long distance carriers is small. If the

difference were large. then one would have substantial concerns about BeUSouth's entry

prospects. But such small differences in pereentages generally imply that there is a large

lS IDCltINK rcpons selected resuIU in Rona Sb\lCbll. "Brmci Awveaess: The Critic:a1 Key to Success.
IDCltINK _11119. Volume I, Tab 1 MlriL:ec Anaiysis (March 1996). p.l. lOClLlNK provided me cewlecl
daIa directly.
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customer segment which rates BellSouth as well as or better than the mterexchange earners:

further. such a small difference In percentages can be o....ercome by reasonably diligent efforts.

3.+ The FCC also collects data which enable comparisons among individual local exchange

carners ,'i .-\ccording to the FCC data obtained from the carriers. customer satlsfactIon with

BellSouth has tended to be better than for the other Bell companies as a whole in recent Years.

For residence customers. from 1H91 through 1H95 (the most recent period \lfith data m the

FCC report) the percentage of customers satisfied has exceeded that of the Bell average for five

out of nine semiannual periods and has equaled the average in one period. During that four and

a half years as a whole. an average of94.4 percent of BellSouth residence customers were

satisfied, as compared \lfith 93.5 percent for the Bell companies in total. The percentage of

BellSouth small business customers who were satisfied averaged 94.5 compared \lfith 93.0 for'

the Bell companies as a whole.J7

35. Since divestiture, the RBOCs have developed marketing and competitive skills that

were inadequate prior to divestiture. The RBOCs have honed their competitive skills in a

variety of mark.ets that have become competitive or that were competitive early on. Such

mark.ets include customer premises equipment, cellular service, certain vertical services,

Centrex service, inside wiring installation and maintenance. Yellow Pages, billing and

collection services offered to interexchange carriers, and. more ~ently. intraLATA toll. .
servIce.

36. StaffIng heavily from BellSouthand other telecommunications firms. BellSouth's long

distance affiliate will obviously be thoroughly experienced in the telecommunications industry.

1. Jonattlaa M. 1CtIusb&at. "Updare oa Quality of Se,...ice for the Local Openrinl Compaaies Aurtguec1 to the
Holdin, Compuy Levei." CODUDOD Camer Bureau-lnd\Wl')' ADI.Iysis Division. Federai Cornmunlcanons
Commissioa (MardI. (996). The fe1)Ort cautions tIW some ofthe dill. mipc DOC be fully consistent among
compaain or over time for. pvea company. The FCC agrepses operIIinl-compaay dati to the bolding
company level usiDl aa UDweilbtel1avtnle of opennni-compaay dIlL The FCC teJIOft does DOC co~er non
Bell compaaies.

11 The FCC report also shows d.tIa for 11lI' business customers; however. the dill. are DOC available for aU
companies for all yell'S. The FCC rwpons ID RBOC aVerile oaly tbroup me finI balfof 1993. Salisfacoon of
BeIlSoutb's large business customers equaJ.ed or exceeded the RBOC avene' for four ow of five semuumua.l
penods from IH91 tbroup IH93.
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lts market needs. Its operational requirements. Its technologies. and its equIpment suppliers. In

pamcular. its employees v.ill have experience m the toll market because BellSouth had alread...

been oro\'lding mtraLATA toll services.

37. 'W'hen entering the interLATA market. BellSouth might position itself as a low.pnced

camel". It might Instead differentiate itself by providing superior customer service. quality, or

disunctive ser....ices. Either way, this additional competition would force the incumbents to

respond in kind or by making their offerings more attractive in innovative new ways. 'W'hatever

the competitive response. customers-both business and residence-would benefit.

VlI. CARRIER ACCESS RATES ABOVE COSTS Wn.L NOT HAR..\1 COMPETITION

38. I leave to other affiants most of the discussion of whether competition and regulatory

safeguards are sufficient to protect the interexchange market from anticompetitive abuses. One

topic. however. I will address because I have wrinen on the subject and because I have

frequently seen erroneous claims regarding it. All parties-m.yself included-agree that current

rates for carrier access are above the cost of providing the service. This differential has helped

to keep rates lower for other services-in panicular. residence basic service. The incumbent

interexchange carriers and others have claimed that this differential would give a local

exchange carrier (LEe) an anificial cost advantage that would cause it to discriminate against

~ompetitors and expand its long distance output at the expense ofcompetitors. There are two

versions of this claim. the simple version and the subtle version. so I deal with each version in

tum.

39. First consider the simple version of the claim. According to this version. to maximize

overall corporate profits. the LEC's long distance affiliate would choose a price level using the

trUe economic cost ofcarrier access in its calculations rather than the tariff price of carrier

access that the incumbent intereXcbange carriers must pay. As the argument goes. the affiliate

could profitably take customers away from itS competitors even if it were less efficient than its

competitors.

40. This nalve argument is flat-out wrong. Think about what happens if the long diSW'lce

affiliate were to take, say, 100 minuteS away from a competitor. The LEC would no longer
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receIve carrier access revenues from that competitor. [f access charges were. say. 6 cents per

minute. then the LEC would forego S6.00 in access revenues. To maxImize profits. the LEe

corporate parent must recognize that S6.00 in lost access revenues as an OpportunHy cost of

havmg its long distance affiliate carry the 100 minutes. If the affiliate cannot earn enough

revenue to cover both its own costs and the opportUnity cost of access. then its taking the 100

minutes away from the competitor would be unprofitable for the LEC corporate parent.

..1. Consider a simple example. For illustration. assume the following:

• the price of carrier access is 6 cents per minute.

• the LEe s incremental cost of access is 1 cent per minute,31

• the market price of long distance service is 16 cents per minute. and

• the incremental cost of both the LEC's long distance affiliate and the incumbent IXes is.
10 cents per minute.

..2. Let us look. at the problem from an accounting point of view. Consider Scenario 1: An

incumbent interexchange carrier carries 100 minutes. In that case. the LEC's access revenues

are $6;00. its incremental access costs are $1.00. and it eams no profits in the long distance

market, so its tota! corporate profits are $5.00.

43. Now consider Scenario 2: the LEC's long distance affiliate carries that 100 minutes

instead. The LEC no longer earns those access revenues from the incumbent interexchange

carriers. The only revenues to account for are the long distance affiliate's revenues of $16.00

(100 minutes times the price of 16 cents per minute). We have to account for two sources of

costs. F~ the LEC's long distance affiliate bean a cost ofSl0 (100 minutes times its

incremental cost of 10 cents per minute). Second, the LEC bears a cost of providing access of

$1.00 (100 minutes times aD incremental cost of one cent a minute). For the LEC corporation

as a whole, its profits are the long distance revenues of S16.00 minus iong distance costs of

II For simplicity of the ill\lS1l"lDoQ.l assume here thai there In DO economies o(scopI bcrweeu the LEe's
provision of carTier access serv;celO iu lofta discaDce afftUasa md the afftlWl's provislOQ of 1001 distance
service. There miabt indeed be sucb economies of scope.



• 23 .

S10.00 mmus access costs of S1.00: i. e.. Its total corporate profits are SS .Ol>-precisely the

same 3ll1ount as It earned in Scenario 1. when the incumbent imerexchange carner earned the

100 mmutes. To summarize, the LEe corporate profits in the [\I/O scenarios and the difference

in prorits are as follows:

Table 6
lIIustrarioa Showing LEe'! Lack of Profit lneeame to Discriminate

Incumbent [XC LEC LD Affiliate
Carries Carries Change in Profit

Long distance revenue $ 0.00 $16.00 $16.00

Long distance costs (neg.) 50.00 (510.00) (510.00)

Access revenue $ 6.00 5 0.00 ($ 6.00)

Access costs (neg.) ($ 1.00) ($ 1.00) S 0.00

Total 55.00 5 5.00 5 0.00

As you can see. the LEC corporation as a whole makes exactly the same profit in the [wo

scenarios. Therefore. the nalve claim about access charges is wrong. The LEC corporauon as a

whole does not increase profit by taking business away from an equally-efficient competing

interexchange carrier.

.44. In that simple illustration I pretended that the long distance market is highly competi-

tive, so the market price equals the sum of the price of access and the cost of long distance. If

the long distance market is not fully competitive. as it appears not to be, then the market price

would exceed the costs of the incumbent interexchange earners. In that case. the LEC corpora

tion as a whole would make more profits if the LEC long distance affiliate were to carry the

100 minutes than if the incumbent interexchange carriers were to carry them. But that outcome

results from the lack ofcompetitiveness in ~e market, not from a price of acCCS$ that exceeds

its incremental costs. The LEe long distance affiliate. making its own decisions and taking its

carrier access bills as a cost, would make the same decisions about whether to carry traffic as

the LEC corporate CEO would have made.
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45. Sow consider the more subtle argument. according to which the LEC would incre:lSe lts

prorits if its long distance affiliate could somehow cause the market pnce of long distance

servIces to fall and thereby stimulate demand for the LEe 5 carrier access servIces. That

outcor:ne IS not a problem. since it improves economic welfare. driving prices closer to

economic costs.

46. Professor Franklin Fisher. however. raised the concern that a LEC and its long distance

affiliate (an "integrated LEC") would behave differently from an unintegrated provider and

might expand output even if it were less efficient than its rivalS.39 The potential for an

economic problem in this theory arises because the gain in economic welfare from driving long

distance prices closer to economic costs might be exceeded by the increase in industry costs. If

so. there theoretically could be a loss of economic effiCiency. However. as my co-authors and [

pointed out in a recent paper.~o such losses would be outweighed by efficiency gains from the

expansion of industry outpUt as long distance prices are driven closer to economic costs. We

found conclusively that. for a wide range of reasonable assumptions. the entry of a vertically

integrated LEC would cause an increase in consumer plus producer surplus. even if it were less

efficient than its rivalS.~1 The economic welfare gain is larger if the vertically-integrated LEe

maximizes total corporate profits-taking into account the additional contribution the

corporation receives from expanded carrier access demand-than if the LEes long distance

.affiliate maximizes only its own profits.

I' Franklin M. Fisher. "AD Analysis of Swiccbed Access Pricinl and the TelecommunicatIons Act of 1996."

40 Richard L. Scbmaleusee. WiUiIID E. Taylor. J. Doullu Zona. and PaW J. Hin~ ~An AnalyslS of the Welfare
Eff~u of LOOI Diswlce MuUc EDa-y by an lfltelfUCd Access and LODI Discance Provider." CC Dcxxet 96
262 et cU•• OIl beba1fof USTA. a pD11. filed March 1. 1997.

•, We estimared 1hII eoa-y by. venic:al1y·iDlep'IIed LEC. mlltimiziq total corporate profi1s. would increase net
consumer plus producer surpkls by SO.IO per line per monUl. There are about 100 million resideDce lines U1 lb.
U.S.; thus. on a aalioaaJ bais. thII repnseou a weifare gaiD for resideDce cusmmen aJone of about SI bIllion I

year. Even under ID e11mDIlSSUIDpcioa thu tile LEe's lonl distmce afftlilla mipt be 20 perceDt less
efficient tIwl ttle iDcumbeat iDta'nchlDle carrien. the welfn pia still exceeds $0.60 per liDe per month.
After completiD. the article. I also fOUDd throup subsequeat march tbIl till coaclusioDS are robust With

respect to changes in the teebDical behavior uswnptions of the LEC-whedler the LEC assumes thu its outpUl

decisions do Qot affect the OUtpUlS of competiton or whether it anticiplleS and takes into account nval ouqlUt
chanles respondinl to its own aetioDS.
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~7. Thus. our model shows that. under plausible assumptions. Professor Fisher IS half

nght-the incremental profits In long distance and camer access cause an integrated tirm to

select 3. different level of output from what an uruntegrated firm would select. However.

Professor Fisher is v.Tong in his conjecture that this leads to losses in economIC efficiency.

...8. Our results are consistent with the findings of Sibley and Weisman.~2 Csing a simple

model of the long-distance market. they find that combined profit-maximizing behavior of the

LECs in a substanual range of circumstances gives them the incentive to reduce rather than

raise their rivals' costs. In sum. the entry of an integrated LEC into the long distance market is

procompetitive for reasonable ranges of parameter values.

VIII. CONCLUSIONS

49. As we have seen., current long distance competition for the consumer segment is inade

quate. and the interexchange carriers have increased rates for this segment. Entry by a strong'

competitor could break. down the pricing discipline that the Big Three have succeeded in

maintaining in recent years. BellSouth has a good market position to expand its service offer

ings to include interexchange services. After expiration of the separate-subsidiary restrictions

established by the Act and implemented by the FCC order in Docket 96-149. it will be helped

. by additional economies of scope.

50. At least one economy of scope will be realizable immediately, even under the separate-

subsidiary requiremen.....-tlle benefit of the existing BeliSouth brand name. As explained in

Section VI. through its high-quality service and advertising, BellSouth has achieved consider

able customer recognition. loyalty, and trUSt. Many customers might have hesiwed to buy their

interexchange service from a "no-name" camero (1 do not intend to disparage the small in\erex

change carriers but rather to indicate how a customer. unfamiliar with the quality and value of

such a carrier's services, might tend to perceive them.) In conttast, most of BellSouth's

·1 Oavld S. Sibley and Dennis L. WeismllL "The Competitive lDceatives ofVenica11y lDtqn&ed Local Elctwlge
Carrim: A1J Economic and Policy AnUysis," JOfII'f'IQ1. ofPolicy AntJlysiJ and MQ1tQp,..."'. fonbcomlDl Vol.
17. No. I, 1997.
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customers are famIliar 'With the BellSouth brand name and have a favorable opinion about the

company's quality of service and value. Thus. on this basis at least. BellSauth mIght be able to

otTer JI1 effective competitive challenge to existing Intcrexchange carriers even If it were to

enter the long distance market as a pure reseller. In addition. BellSouth is large (although not

nearly as large as AT&T or MCl); it has substantial positive cash flows; it has healthy relations

v.ith the stock. bond. and banking markets: and its securities are rated as low risk. Thus. it is in

a good position to fund necessary construction and entry start-up costs. For all the above

reasons. BellSouth is a credible competitor in the long distance market and so has good

prospects for intensifying competition in that market. Such an intensification of competItion

would benefit consumers and would be in the public interest. Current carrier access charges.

set above costs. are not a threat to those consumer benefits.
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when I studied the Alaskan telephone system for the Army Corps of Engineers.

Since that time, I have studied the demand for local measured service, the

demand for intrastate toll service, consumer demands for new types of
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telecommunications technolog~es, marg~nal costs of local service, costs and

benefits of different types of local services. including the effect ~f higher

access fees on consumer welfare, demand and prices in the cellular telephone

industry, and consumer demands for new types of pricing options for long

distance service. I have also studied the effect of new entry on compet~tion

in paging markets, telecommunications equipment markets, and interexchange

markets and have published a number of papers in academic journals and books

about telecommunications. I have also edited two recent books on

telecommunications. Future Competition in Telecommunications (Harvard Business

School Press. 1989) and Globalization. Technology and Competition 1n

Telecommunications (Harvard Business School Press. 19931.
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I. Summary and Conclusions

5. BOC entry into long distance will lead to decreased prices ar.d

increased compet~tion. SOCs have an economic incentive to offer lower pr~ces

than interexchange carriers (IXCs). Market evidence for landline long

distance offered by SNET in Connecticut and by GTE elsewhere in the US,

demonstrates that prices could well decrease by about 17-18\. Economic

benefits to residential customers would be in the range of $6-$7 billion per

year.

6. BOC entry into long distance creates incentives for faster local

entry, especially by IXCs. All competing carriers will want to offer one-stop

shopping, so BOCs and IXCs will compete in both local and long distance

markets, if permitted to do so by the Commission. Consumers will benefit from

having the option of one-stop shopping for telecommunications services.

II. BOC Entry intp Lpng Distance Will Lead to Lgwer Prices and
Increased Competitipn

7. Most students of telecommunications agree that customers want same

degree of one-stop shopping. AT'T, MCI, and Sprint have all stated publicly

that they believe it is important competitively to be able to offer one-stop

shopping. BOC entry into long distance will permit the BOCs to offer one-stop

shopping to compete with AT'T, MCI, sprint, Time Warner, and other companies

who have publicly announced their future strategy. Increased choices to

consumers make them better off, so they will benefit from BOC entry into long

distance. Furthermore, market data from the UK and Canada demonstrate that a

significant proportion of consumers will choose the one-stop shopping package


